To achieve these elements, the "ability" to supervise, which requires appropriate resources, authority, organization and constructive working relationships with other agencies must be complemented by the "will" to act.
Supervisors must be willing and empowered to take timely and effective action, to intrude on decision-making, to question common wisdom, and to take unpopular decisions. Developing this "will to act" is a more difficult task and requires that supervisors have a clear and unambiguous mandate, operational independence coupled with accountability, skilled staff, and a relationship with industry that avoids "regulatory capture."
These essential elements of good supervision need to be given as much attention as the regulatory reforms that are being contemplated at both national and international levels. Indeed, only if supervision is strengthened can we hope to effectively deliver on the challenging-but crucial-regulatory reform agenda. For this to happen, society must stand with supervisors as they play their role as naysayers in times of exuberance.
I. INTRODUCTION
Why were some countries with similar financial systems, operating under the same set of global rules, less affected than others in the recent global financial crisis? While there may be more than one reason, one that has been offered is simply "better supervision." In some of the crisisaffected countries supervision has not proved to be as effective as it should have been-hence, looking ahead what is needed is not just better regulation, but also better supervision. Supervision is not only about the task of implementation, monitoring, and enforcement of the regulations-but no less crucially, the task of figuring out whether an institution's risk management controls are adequate, and whether the institution's culture and its appetite for risk significantly increase the likelihood of solvency and liquidity problems.
What then constitutes better supervision, and how can countries identify and provide the right set of incentives and the institutional and operational framework to enable "better supervision"? This is a difficult question to answer. The international response to the crisis has focused on the need for more and better regulations in areas such as capital, liquidity, provisioning, accounting, and compensation. 1 While these changes are necessary, they also must be accompanied by better oversight of the financial sector, as expanding the rule book alone will not be sufficient in itself to solve the problem. Unfortunately, what has been less prominent so far in the global response is an examination of the role of the other established pillars of oversight: supervision, governance, and market discipline. An institution can never have enough capital or liquidity if there are material flaws in its risk management practices. As the rule book becomes more detailed and complex, the supervisory approaches and skills required to implement the rules will become more challenging. This paper focuses on lessons that can be drawn from failures in supervision in this crisis that may help prevent future crises, and how the function of supervision needs to adapt to the new regulatory framework. It reiterates that much of what is the international consensus on the elements of supervision works well, and then discusses how this consensus failed to deliver in the lead-up to the crisis in some circumstances. Examining this failure, we can then draw out some additional elements of good supervision, and identify what more may need to be done to ensure that supervisors have the will and ability to act in all situations. To be effective, supervision needs to be intrusive, adaptive, skeptical, proactive, comprehensive, and conclusive. For this to happen, the policy and institutional environment must support both the supervisory will and ability to act. Although our discussion is mainly focused on microprudential supervision, the issues presented are relevant to macroprudential supervision
II. SUPERVISION AND THE FINANCIAL CRISIS: WHAT WENT WRONG?
What caused supervision to take its eyes off the ball in several countries? The regulatory framework certainly was part of the reason. Regulations did not capture adequately the risks that banks were exposed to (e.g., the regulatory approach to market risk capital for trading book positions). Also, the regulatory perimeter was not expansive enough and did not take into account the buildup of risks in the shadow banking system. Yet while the legal and regulatory framework may not always have facilitated the exercise of needed supervisory action (e.g., the ability to perform consolidated regulation and supervision in some countries), it did not impede supervision.
In this context, it is worth recalling how supervision failed to recognize and/or address some growing risks, and thus contributed to the financial crisis. An important caveat here is that the events and the reasons were different in different jurisdictions, and what is presented here is a generalized description based on these separate occurrences. As various examinations of the crisis have revealed there were abundant examples of supervision:

Staying on the sidelines and not intruding sufficiently into the affairs of regulated institutions. In some cases, supervisors were too deferential to bank management. The high degree of reliance placed by many supervisors on institutions' internal controls, internal risk management systems, and management perceptions of risk (or lack thereof) was not matched by a focus on ensuring that governance was sufficiently robust to justify this. Therefore, failures of internal oversight and risk governance at firms were in effect transmitted through supervisors. Reliance on market discipline also turned out to be misplaced in some cases. Institutional investors did not do their own due diligence and relied on rating agencies. Rating agencies, in turn ignored the conflicts of interest in their business models, which provided incentives to overrate products and clients.
 Not being proactive in dealing with emerging risks and adapting to the changing environment. Supervisors did not in all cases have a capacity to identify risks, or when identified, to act on them. In some cases, they did not look ahead and anticipate the effects of emerging risks on the financial system or the larger economy. In others, they did not respond strongly enough to the movement of some institutions toward higher-risk strategies and innovative products, or to the buildup of leverage and high-risk exposures. They did not dig deeply enough into the implications of some complex products, nor did they satisfy themselves that the boards of the institutions packaging or investing in such products understood their risk. They did not react appropriately to the increased dependence of many institutions on short-term wholesale funding or to the risk building up in off-balance sheet entities.
 Not being comprehensive in their scope. They confined their interest to risks faced by their regulated entities from within the regulated system, and did not go beyond to risks posed by other parts of the system or the risks that systemically important institutions posed to the others. Filling this gap goes beyond supervisory arrangements, encompassing strengthened rules and regulation, and a reconsideration of the regulatory perimeter-which must be wide enough to facilitate risk identification.
Not taking matters to their conclusion. In some cases, supervisors were aware of the risks that were building up as underwriting standards deteriorated and the markets were flooded with misrated financial products of questionable quality. They did not move quickly enough to put together their supervisory conclusions and develop a view of risks emerging system wide. The lack of timely and effective coordination and informationsharing among supervisors contributed to creating opportunities for regulatory arbitrage and excessive risk concentrations.
Box 1. What makes financial sector supervision different?
Supervision is not unique to the financial industry. What makes it different is the nature of the relationship between supervisors and industry, particularly in the context of prudential supervision. There is near-continuous involvement of supervisors in the birth, life, and death of the institutions they supervise. They license them; make sure that the people who own and run them are up to the task; lay out the rules that they must follow; guide them on how they should manage and disclose risks in their activities; continuously monitor their actions; impose penalties for bad behavior; and then take a leading role in the resolution of these institutions when they fail-be it finding new owners or leading creditors through bankruptcy. In other industries, these functions are divided across a host of agencies. On top of all of this, supervisors' successes are unknown and unheralded, while their failures are dramatic and headline-grabbing, and as we have seen, may have serious consequences for the global economy. The varied expectations that this range of roles places on supervisors makes supervision an extremely challenging, and often underappreciated, task.
As the financial system has evolved, so has the regulatory and supervisory framework. In its earlier forms, the supervisory approach was more 'compliance based' or 'enforcement based', with the main supervisory task being to ensure that all the rules laid out for safety and soundness (or conduct of business) was adhered to. There are risks in taking a mainly compliance-based approach, particularly where associated with relatively detailed rules-based regimes. It can lead to excessive focus on more easily observed noncompliance-such as breaches of capital adequacy requirements and demonstrable cases of customer mistreatment-and to insufficient understanding of key business drivers and flaws in risk management practices. It tends to be backward looking and can fail to identify the major risks that institutions are facing in the future. It can deal poorly with innovation. Equally, an element of compliance monitoring and use of enforcement powers is necessary in any system to ensure that essential minimum standards are met and that the overall regulatory and supervisory regime has credibility.
The compliance approach worked well so long as the banking business was straightforward deposit-taking and loan-making, and the key risk was credit risk. Supervisors focused on examining the loan book and ensuring that banks held sufficient capital and provisions for credit risk losses. After the waves of deregulation and the technology revolution of the 1970s and 1980s, financial institutions, and their activities and products, underwent a profound change. In banks, there was a veritable explosion of off-balance sheet items triggered by forays into more complex financial products, such as derivatives and securitizations. The boundaries between banks, securities firms, investment banks, and insurance companies blurred and their products began to straddle the different market segments. Bank books took on market risks arising from their trading activities, including positions in equity, debt, commodities, and foreign exchange. The changing scenario led to a shift in approach by many supervisors, variously referred to as risk-based or risk-focused, where supervisors focused their limited supervisory resources on major risks. Risk-based supervisory approaches vary, as do the methodologies for measuring risk for these purposes. They comprise a combination of rigorous risk assessment and a careful management of resources to ensure that they are in practice allocated as far as possible to the major risks. To be effective, risk-based approaches need to ensure that resources are committed not simply to the highest risks, but to those which the supervisor has the best chance of mitigating.
This period also saw the emergence of large global financial groups, spurred by the ongoing liberalization of trade in services and deregulation in emerging markets. Financial services globalization posed additional challenges for supervision, and it led to a focus on the development of internationally agreed-on standards and highlighted the importance of home and host supervisors working together to deal with issues posed by cross-border activities. The model advocated was that of the home supervisor being primarily responsible for the consolidated supervision of the global entity, based on information received from host supervisors on domestic operations.
Financial globalization also affected supervision in another indirect way. The competition for markets led to some financial centers to adopt more market-friendly supervisory approaches. At the same time, supervision was also moving toward a greater recognition of banks' own methods to manage risks in meeting regulatory requirements. Basel II, in particular, was a landmark in its increased acceptance of banks' own internal models, spurred by advances in risk-modeling techniques. Thus, large and complex depository institutions with strong risk management were permitted greater use of their own methods to assess risks and accordingly determine the regulatory capital they needed to hold 3 .
III. HOW DO COUNTRIES FARE AGAINST SUPERVISORY STANDARDS?
The IMF (with the World Bank) routinely comments on the effectiveness of supervisory systems in member countries through the assessments of compliance of national systems with financial sector standards and codes: the Basel Core Principles for Effective Banking Supervision, the International Organization of Securities Commissions (IOSCO) Objectives of Securities Regulation, and the International Association of Insurance Supervisors (IAIS) Principles of Insurance Supervision (see Annex I for a listing), which are conducted as a peer review with the support of supervisory experts. To date, more than 150 assessments under the Financial Sector Assessment Program (FSAP) have been conducted (including updates), and the observations in this paper draw on the experience that staff have gained in the course of these assessments.
We have learned from our financial sector work that implementation of regulation (including regulatory guidance on risk management) matters as much as regulation itself, and that this implementation is more difficult to carry out, as well as to assess. In response, recent revisions in the methodologies used to assess the effectiveness of supervisory frameworks place more emphasis on implementation, and would deliver more robust assessments regarding implementation than earlier.
Our analysis of the findings of the assessments of financial sector supervisory and regulatory standards conducted since 2000 shows us that while most countries have the necessary legislation, regulations, and supervisory guidance appropriate to their national systems, a significant proportion of these do not do as well when it comes to the nuts and bolts of supervision across the different sectors. 4 An important caveat when interpreting these results is that they reflect the position at the time the assessment took place and do not incorporate any improvement that countries may have made since the assessment.
Basel Core Principles for Effective Banking Supervision
The analysis of weaknesses in this crisis mirrors what we find in our FSAP work. Observations from 120 assessments of banking supervision conducted using the assessment methodology developed by the Basel Committee in 2000 to assess compliance with its 25 Core Principles (1997 version) suggest that most countries were largely in compliance with international standards on the legal and institutional framework for supervision and the authorization and conduct of banking business. In more than one-third of the assessments, however, countries did not meet the standards relating to the supervision of risks (other than credit risk) (Core Principle [CP] 13), consolidated supervision (CP 20), adequate resources and operational independence (CP 1.2), and enforcement powers (CP 20), 5 reflecting key dimensions of both supervisory "will" and "ability" (discussed in Section IV).
Among the deficiencies in risk supervision were the lack of supervisory awareness and training; inadequate and dated tools and methodologies to evaluate banks' risk management approaches; and the absence of authority to require banks to hold capital against such risks. For consolidated supervision, weaknesses identified included the lack of reliable consolidated information; ability and skills to examine and supervise some financial activities; and the lack of direct access to nonconsolidated subsidiaries and holding companies. In the case of enforcement powers, while most countries had a range of legal powers to take action, generally there was a lack of clarity as to the means by which the sanction is matched to the severity of the infringement-resulting in the powers not being applied consistently, regulatory forbearance, and thus supervisory actions not being seen as credible.
The methodology used by assessors was revamped by the Basel Committee in 2006, with a strengthened focus on implementation aspects. Recent assessments of 24 countries using the revised methodology identified a large incidence of deficiencies in consolidated supervision (CP 24), operational independence (CP 1.2), powers to take corrective action (CP 23) and comprehensive risk management (CP 7). This last principle summarizes the supervisory review process laid out in the Basel II framework, with supervisors required to satisfy themselves that banks have an appropriate and comprehensive risk management process, including board and senior management oversight and encompassing all material risks.
IOSCO Objectives of Securities Regulation
Assessments of countries against the 30 Core Principles which comprise the IOSCO Objectives of Securities Regulation reveal similar weaknesses, with the weakest areas of compliance with standards being in the areas of operational independence (CP 2); adequate powers, resources, and capacity (CP 3); and credible use of inspection, investigation, surveillance, and enforcement powers (CP 10).
A 2007 IMF Working Paper, 6 which presents this analysis for a group of 74 countries, summarizes the situation as follows: "Enforcement of compliance with rules and regulations emerged as the overriding weakness in regulatory systems. Regulators rely on a continuum of operations to effect regulation: beginning with routine inspections and reporting and culminating in special investigations and enforcement actions. We observed a chronic lack of skill and knowledge in the practice of inspections and the use of reporting tools. Further, there was a lack of resources, skill, and legal authority required to effectively undertake investigations and bring enforcement actions. While the regulator may be able to react to market needs with new laws and new regulatory guidance, it appears it is much more difficult to ensure these laws are complied with and the lack of ability to do so undermines the whole regulatory process."
IAIS Principles of Insurance Supervision
The assessments of 26 countries against the revised (2003) 28 Insurance Core Principles also identify similar weaknesses, with CP 3 (adequate powers, legal protection and financial resources, operational independence and accountability, and skilled and professional staff); CP 9 (supervisory compliance of governance standards); CP 13 (onsite inspection); CP 17 (groupwide supervision) and CP 18 (Risk Assessment) emerging as key areas in which countries had the most work to do to meet the standards.
IV. THE MAKING OF GOOD SUPERVISION

What is good supervision?
Drawing on the shortcomings exposed by the crisis, we articulate what should be the key components of a good and effective supervisory framework, and the focus of further reform. These are well recognized, and are embedded in existing supervisory standards. What follows is a reiteration rather than a discovery, and the challenge is to institutionalize these elements in national structures.

Good supervision is intrusive. Supervision is premised on an intimate knowledge of the supervised entity. It cannot be outsourced and it cannot rely solely or mainly on offsite analysis. Supervisors in the financial sector should not be viewed as hands-off or distant observers, but rather a presence that is felt continuously, keeping in mind the unique nature of financial supervision. Perhaps differently from any other industry, supervisors of financial institutions and markets are involved in the day-to-day monitoring of industry operations. The intensity and periodicity of this intrusiveness may differ depending on the institution's risk profile.
 Good supervision is skeptical but proactive. Supervisors must question, even in good times, the industry's direction or actions. Supervisors cannot act only after operations have gone off the rails. In a sense, supervision must be intrinsically countercyclical, particularly in good times. Prudential supervision is most valuable when it is least valued; restricting reckless banks during a boom is seldom appreciated but may be the single most useful step a supervisor can take in reducing failures.
 Good supervision is comprehensive. Even while recognizing the limitations of their scope, supervisors must be constantly vigilant about happenings on the edge of the regulatory perimeter to identify emerging risks that may have systemic portents, and draw the proper implications for the institutions they supervise. This includes unregulated subsidiaries, affiliates, and off-balance sheet structures associated with regulated institutions. This also includes the systemic risks posed by systemically important financial institutions (SIFIs) and those arising from interconnectedness and cyclicality. The emerging body of work on macroprudential supervision will provide additional tools to deal with these challenges.
Good supervision is adaptive. The financial sector is a constantly evolving and innovating industry, and this has great benefits to the real economy. Supervisors must be in a constant learning mode-new products, new markets, new services, and new risks must be understood and responded to appropriately. They should follow closely changes in business models of financial institution to determine whether any potential systemic risks are building up during this process. Supervisors also must adapt to changes at the perimeter of regulation, with an eye to new or unregulated areas. Supervisors must form a view not only of how institutions are currently placed, but how they will be able to cope with changing circumstances.  Good supervision is conclusive. Supervision has many facets, from offsite reporting to onsite examinations to enforcement actions. Supervisors must follow through conclusively on matters that are identified as these issues progress through the supervisory process. As anyone who has been involved with the supervisory process can affirm, the work of following up on inspection findings to their final resolution is laborious, painstaking, and unglamorous, but in the long run, critical to bringing about change. Every identified issue, however small, needs follow-up and no matter can be left without conclusion.
Bringing about good supervision
Of course, realizing a supervisory system that lives up to this constant, intensive, and "throughthe-cycle" task takes some effort. Borrowing from the two dimensions of credit risk, we identify two pillars that support good supervision: the ability to act and the will to act. The will to act has been prominently featured in discussions of the supervisory response to crisis, present and past. 7 This will is prefaced on the ability to act, i.e., the right people and right tools, but neither is alone sufficient-and both must act in tandem-to bring about effective supervision.
The ability to act
Supervisors also must have the ability, in law and in practice, to act. They must have authority to be intrusive; and authority to challenge management's judgment in a proactive way. They must have the skill to adapt to innovation and the ability to follow through on an issue until its resolution.
Elements of ability

Legal authority. Supervision should be enshrined in an enabling legal framework that provides for adequate powers. To fulfill their mandates and their unique list of tasks, agencies need strong regulatory capacity to make rules and issue guidance; as well as an established legal framework that allows for a range of swift regulatory responses to both ongoing and emergent situations. In addition, agencies need to be able to mount and fund substantial legal actions, where necessary.
 Adequate resources. Supervisors need to have sufficient funds and stable funding sources to be able to carry out their mandates, as much in good times (when supervisors can be at their most effective) as in bad. Supervision is resource intensive. Offsite reporting and surveillance requires access to technology and data sources. Onsite inspection requires significant human capital. Together, they require constant skill development to keep pace with market developments. The follow-through on issues can be particularly resource intensive, which is why this often is observed as a problem for supervisory agencies. Technical skills require sufficient compensation to attract and support to retain. Adequate resources are also a key determinant of will-they demand a degree of budgetary autonomy, which in turn drives operational independence.
 Clear strategy. Supervisory agencies consciously need to consider and decide on a strategic approach to supervision, and communicate it internally and to institutions. At its most basic, developing a strategy may mean no more than deciding how often institutions are to be assessed onsite-i.e., a standard examination cycle. The key drivers of the choice of strategy will include the nature of the industry, the resources at hand, and the institutional framework. For example, a mature financial sector with a high degree of innovation is likely to force certain choices on supervisors-i.e., an emphasis on the proactive approach that focuses on getting ahead of emerging risks and challenging risk managers, rather than a reactive stance that relies on analysis of past developments. A clear strategy is also needed towards activities, operations, and markets that can create systemic risks, for which enhanced supervision is necessary.
 Robust internal organization. Decision making processes need to be well defined, and accountability of supervisors clear. There is a need to balance the desirability of supervisors being able to make judgments and take actions, with the need for appropriate challenge and oversight within a good governance framework. The latter goal may be achieved by peer review of key decisions or by committee structures, provided that the approach is sufficiently flexible to allow, for example, for urgent action to be taken where necessary. Internal processes also should support the supervisor in case of adverse company reaction.
 Effective working relationships with other agencies. Supervisors cannot go it alone. They have to forge effective coordination and cooperation mechanisms with other domestic agencies, national authorities, and international organizations. In some countries, the regulatory and supervisory functions may be divided between different agencies and the supervisor's role is only to monitor compliance. Such an approach may be necessitated by broader legal or constitutional arrangements. In principle, however, there are far more advantages to one agency having both regulatory and supervisory responsibility. Supervisors are likely to have a fuller understanding of the regulations that they are enforcing; practical supervisory experience is more likely to inform regulatory policy.
Beyond the regulatory and supervision divide, it is crucial that bank regulators have excellent relationships with their central bank and their finance ministry. Averting, and where necessary managing, major bank failures and systemic crises is a challenge for the government, not just for supervisors. Finally, supervising groups with cross-sector and cross-border operations raises the imperative of coordinating with other domestic supervisors and overseas supervisory agencies, both in normal times and during crises.
The will to act
Very simply, there must be a willingness to take action and fulfill the supervisory role. On its face, this seems like an easily obtained consensus; however, supervisors find themselves under almost constant criticism for getting in the way of innovation and for being stodgy and "antimarket." Without a clear expectation that their role is to second-guess the industry, this criticism may win the day. As mentioned earlier, the relationship between supervisors and the financial industry is a unique blend of familiarity (supervisors are in constant dialogue with the industry) and authority (the right and responsibility) to say no.
What creates the will to act?
 A clear and unambiguous mandate. The supervisory agency must have clear objectives, ideally in relation to financial stability and systemic soundness, as well as the safety and soundness of particular institutions. Objectives should be realisticsupervisors cannot be expected to detect, prevent, or take enforcement action against every instance of noncompliance. Potential conflicts between objectives should be identified and managed; competing conflicts which push actions in opposite directions should be avoided.

Operational independence. Supervisory agencies should be able to resist inappropriate political interference or inappropriate influence from the financial sector itself; this needs to be reflected in the processes for appointment and dismissal of senior staff, stable sources of agency funding , and adequate legal protection for staff. Provisions that require, for example, that key decisions on individual companies be referred to the government, should be avoided. Supervisory agencies should not manage or otherwise run the enterprises they supervise; the boards of supervisory agencies should not have directors who represent the industry.
 Accountability. To balance independence, supervisory agencies should have to report to the public on their use of resources, key decisions, and as far as possible, the effectiveness of their supervision in relation to their supervisory objectives. This last element is challenging (not least because of the need to avoid disclosure of confidential examination and enforcement information). However, it is important to ensure that agency performance can be assessed.
 Skilled staff. This is an issue that straddles both dimensions-the will and the ability to act. Staff must be able to respond to changes in industry practices with confidence. They often are parodied as always being one step behind the market, but this is only a reflection of the reality that markets are continuously innovating and have stronger incentives to do so. The skill set required for supervision has expanded as financial services have become more complex. Rigorous hiring processes are required, as well as scope to offer competitive remuneration packages to attract and, as importantly, retain expert supervisory staff. Some of the more successful supervisory agencies during the crisis tended to have a blend of long-term supervisory staff and experienced industry professionals, recruited in mid-or late-career 8 .  A healthy relationship with industry. Supervisors should be able to dialogue with industry but maintain an arm's-length relationship. Agencies should have policies on the turnover of staff devoted to the supervision of individual institutions and on the movement of their staff into employment with regulated institutions. Relationships between supervisors and institutions benefit from the depth of understanding that can be developed over time. Equally, such relationships can add to risks of "regulatory capture." Where supervisors move frequently, or with no significant interval, between employment with an agency and an institution, conflicts of interest arise and even if managed may damage agency credibility. Strict ethics codes are necessary to protect and preserve the will to act.
 An effective partnership with boards. Regulated entities are not monolithic. Boards of directors, not supervisors, are the first line of defense against excessive risk-taking by management. Supervisors should hold boards responsible for the performance of the institutions they oversee. They should as a matter of course ensure that boards and individual directors are sufficiently empowered and informed both to understand emerging risks within an institution and to respond appropriately to those risks.
V. ADVANCING THE SUPERVISORY AGENDA
The shortcomings discussed above are being recognized, and some supervisory agencies have begun to take action in response. They are in the process of expanding their risk analyses to include all activities within a group, and to develop better their emerging risk capacities to analyze new products and business lines, so as better to understand what risks these might present 9 .
The Financial Stability Board (FSB) and the standard setters also have taken several steps in this direction, for example, through the issuing of strengthened guidance on risk management elaborated by the Basel Committee as part of the supervisory review process (Pillar 2) in July 2009. Revised principles for enhancing corporate governance for credit institutions are currently under public consultation; and work is ongoing on developing a framework of macroprudential supervision as a critical tool to mitigate risks arising from systemically important financial institutions.
However, much more needs to be done. Putting together the lessons from the crisis, the findings from the FSAPs, and the demands of the impending regulatory agenda, we are faced with a challenging task ahead. The failures in these areas suggest that the scope and nature of supervisory action needs to be broader and more intrusive than in the past. Supervisors need to focus more on strengthening internal governance of institutions, for example, by raising expectations from boards of directors. But they also need to directly address issues seen previously as mainly a management responsibility, such as remuneration practices-an area in the past not focused on by supervisors but now seen as requiring supervisory intervention to constrain financial institutions' incentives to take excessive risk.
Supervisors need to supplement reliance on internal controls with more of their own direct and thorough assessments and independent analysis. They need a forward-looking assessment of risks and a range of responses that includes requiring companies to make significant changes in strategy (perhaps pulling out of particular lines of business) or to replace senior management. All of these will require the determination to act.
Supervisory skills will have to be supplemented to incorporate new skill sets to the existing portfolio. A particular challenge may arise from the implementation of a macroprudential dimension to regulation. A new framework and tools are in the offing, and supervisors will have to deal with new sets of issues, ranging from setting countercyclical capital buffers to supervising "living wills." A suggestion that merits further action is to make supervision a more defined profession and for this purpose, to provide more professional training and targeted college programs, aimed at creating a cadre of supervisors.
In the cross-border dimension, supervisors will have to further strengthen the effectiveness of their cooperation, pursuing clear agreements on specific information to be shared through efficient communication channels, and working together for a common supervisory approach to improve joint monitoring of the main risks facing the financial system.
How should the international community and national governments support this strengthening of the supervisory framework so that it can perform its unpopular role the next time an asset bubble begins to get out of hand and a crisis begins to ferment? In their London Declaration, the G-20 Leaders have already stated their commitment to strengthening both regulation and supervision of the financial sector. Going forward, countries should recognize this priority by reaffirming the key elements of will and ability that underlie effective supervision (for examples, as reflected in financial standards and laid out in this paper) as an essential ingredient of their financial systems. They should commit to providing an enabling framework with a clear mandate, adequate resources, and sufficient authority to take a range of corrective actions. Adequate funding to hire and train skilled staff and equip them with the requisite tools they need for the complex tasks they perform is critical. This is an essential input into creating a breed of independent naysayers.
The international financial institutions engaged in the task of financial sector surveillance also have an important role to play. They should include discussions of the components of both will and ability to act as a matter of course in their work and in their assessments. Agencies that are engaged in the provision of technical assistance should focus their capacity-building efforts on strengthening the components of both supervisory will and ability, as neither by itself would be sufficient to prevent the next crisis.
VI. CONCLUSION
In this crisis, supervisors in some of the most advanced economies with a strong tradition of independent and well-resourced institutions were unable to act in an effective and timely manner. The discourse must now move from influencing the incentives of industry behavior (i.e., regulation) to understanding and addressing the incentives for supervisory behavior and understanding why the will and ability to act in some countries dissipated over this period of extreme exuberance.
To be effective, supervision must be intrusive, adaptive, proactive, comprehensive, and conclusive. For this to happen, the policy and institutional environment must support both the supervisory will and ability to act. A clear and credible mandate, which is free of conflicts; a legal and governance structure that promotes operational independence; adequate budgets that provide sufficient numbers of experienced supervisors; a framework of laws that allows for the effective discharge of supervisory actions; and tools commensurate with market sophistication are all essential elements of the will and ability to act. However, making all this come together is the more intangible and difficult part. In the coming years, the IMF should place increased emphasis in its bilateral surveillance and technical assistance on the issues identified in this paper, which provide the foundations on which effective financial sector supervision is built.
Supervisors are expected to stand out from the rest of society and not be affected by the collective myopia and consequent underestimation of risks associated with the good times. In this role, society and governments too must support this approach and stand by their supervisors as they perform this unpopular role. . Systems for clearing and settlement of securities transactions should be subject to regulatory oversight, and designed to ensure that they are fair, effective, and efficient and that they reduce systemic risk
